Apple has truly come a long way.… In the 9 years since March 2003, the company (then known as Apple Computer), has grown its market capitalization from just over $5 billion to well over $500 billion today. On a split adjusted basis, Apple shares could have been purchased at $7/share then versus $600/share today. Interestingly, at that time, AAPL had well over $4 billion in cash and equivalents on their balance sheet with few liabilities, so shares could have been purchased at only a small premium to liquid book value. This essentially means that the market was assigning little value to Apple's business. In 2003, both fundamentals and sentiment were weak; Apple's personal computer business was flailing, the iPod was a new product struggling for traction, the iTunes store was on the verge of opening, and the iPhone and iPad were years off. It is amazing to fast forward to Q4.2011, when Apple sold 5 million Macs, 15 million iPads, and 37 million iPhones in a single quarter. Wow.
Given the run-up in the stock, and its huge market capitalization, Apple has its share of doubters. Many critics contend that Apple has simply grown too large, and that current rates of growth cannot be sustained into the future. When attempting to predict where Apple might go from here, analysts and commentators often use examples of other companies that grew to a similar size. Two of the more commonly used examples are Microsoft (MSFT) which exceeded $600 billion in market capitalization in late 1999 and Cisco (CSCO), which peaked at over $550 billion in market capitalization in March 2000. The critics are quick to point out that these names have been HORRIBLE investments after growing to over $500 billion in market capitalization as Microsoft has returned -30% since December 1999 and Cisco -60% (price returns only) since March 2000. It's impossible to deny that it has been 12 difficult years for buy and hold investors in these names.
But at Matarin, we believe that these comparisons fail to tell the whole story. While Apple (today), and Cisco & Microsoft (1999 -2000 are/were similar in terms of market capitalization and growth characteristics, and are all in the technology sector, from a valuation standpoint comparing these companies is like comparing apples to oranges. On the other hand, Apple has actually been a stronger grower than Cisco or Microsoft were at their peaks over a prior 5-year measurement period, and based on absolute levels of sales, earnings, and cash flows, its valuation seems quite reasonable. Its free cash flow generation (almost $50 billion in free cash flow over the past 12 months) certainly provides a "margin of safety." Unlike Cisco or Microsoft, Apple can deliver a solid return to shareholders without having to continue its incredible past growth well into the future. While it is generally a profitable strategy to buy what is hated, and sell what is loved, in this case Apple's valuation actually reflects little love as it sells at close to market multiples. The bottom line is that given Apple's reasonable valuation, efficient business, incredible cash flow generation, impressive and stable growth, and strong catalysts, we would not be surprised to see Apple become the first $1 trillion market capitalization company in history.
Microsoft
Cisco Systems Apple Price-to-earnings 69x 213x 14x
Price-to-Operating CF 64x 99x 11x
EV-to-Free Cash Flow 72x 113x 11x
Trailing 5-year Sales Per Share Growth 30% 46% 44%
Trailing 5-year FCF PS Growth 42% 55% 66% Trailing 1-year Sales Growth 27% 50% 63%
